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THE STATUS OF 271 AND UNE-PLATFORM IN
THE REGIONAL BELLS' TERRITORIES

® Since ow May report. the FCC has granted 271s in four siates Georma and

Louisiana for BellSouth and Maine and New Jersey for Venizon. Applicauons tor
seventeen siales’ 271s are before the FCC now. By year-end we expect all of
Verizon to be covered by 271s. We expect Qwest o have 271s n all but one or
two siates {Minnesota and Anzona being the ones we expect to lag). We expect
BellSouth to have all its 271s except Florida. Finaliv, we expect SBC to add
California late 1n 2002, but do not believe the Ameritech states will get their 271
until the first half of 2003,

As pant of the 271 process. UNL rates since May have been reduced in many
states. most notably in the Qwest Region, but also in SBC and BellSouth states.
We expect some more UNL reductions (Massachuserts, New Jersey and
Pennsylvania are pending for Verizon. for example) but expect the pace to slow
grver how much U'NE rates have decreased and given that the 271 process that

drives some 0 the cuts 18 neanng s end.

For the CLi:Cs. the lower UNE rates present the opporiunity 1o enter the focal
market with minimal up-front investment It s not clear. however, whether some
of the more troubled companies, like WorldCom, will be able 10 take full
advantage. We view UNLP as being positive tor the INCs, particularly AT&T, but
do nat believe that it 1s enough to stem the declining revenues and profitability of

the consumer long-distance market

From the RBOCinvesun s perspecine. UNLP presents several problems. One is
the reduction (n revenucs that vomes from com ering retail o wholesale revenues.
The ather 1s the pricing compression that comes from the RBOCS™ own attempts 1o
restructure thelr prices to compete with the new entrants. Fmally. there is the
exposure durtng a penoed when an RBOC cannet set enter long-distance, but the
1,\'(‘.5 have begun to enter 1t Jocal market  Among the RBOCs. SBC 1s by tar the
most exposed.  in Calitormia and in the Ameritech states. it has super-low UNEP
prices and no abihty to counter an INC's entry with an all-distance plan. It 1s
possible that Verizon will also see some meamingful share loss in the next few
months. but we do not see the IXCs bemng as focused on 1t as they are on SBC,

parcalarhy m Caltdfornia,
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O\'er three months have passed since we last published our report “The Statws of
271 and UNE-Platform in the Regional Bells Temmtones™ Grven the recen:
flood of 271 filings with the FCC and the concomnant changes to UNLE-Platiomm
{UNEP) rates made bv individual staze commissions. we thought it timely to provide

an update.

K The flood of applications for in-Region long distance entry under section 27
of the Telecom Act (271} is reaching its crest. Fourteen I71s have been
granted 1o the Regional Belts (RBOCs) so far, and the FCC has applicauons for
seventeen more before it right now: Alabama. Kentucky. Mississippi. North
Carolina and South Carolina for BellSouth: Colorado. Idaho. lowa. Nebraska,
North Dakota. Montana. Utah, Washington, and Wyorming for Qwest: New
Hampshire, Delaware, and Virginia for Verizon.

H By vear-end 2002, we expect 271s 1o cover all BellSouth states except Florida,
all Qwest states except Minnesota and possibly Artzona, and all Verizon staies.
SBC has a good chance of having California granted by vear-end. and a slight

- chance of having Michigan granted as well, with the rest of the Ameritech

states likelv to ship into the first half of 2005,

B As the RBOCs have prepared 10 submut their 271s. thev and their state
commussions have made changss 1o their unbundled network element {(LUNE)
prices. While commissions do occasionally change UNE prices tndependently
of the 271 process—as New York did earlier this vear and as Massachusetts,

) New Jersev, Texas and PennsyIvania are doing now—muost changes have been
made as pant of the 271 process. Thus. both because U'NE rates have been
lowered sharply in most states over the last vear and because the 271 process is
ending. we expect a slower rate of change 1o UNL prices over the next vear or

two than we have seenan the last few months.

B The acrual implementation of UNEP accelerated in the last few months. as
comperttive carriers (CLLECs) have focused more on this markel. WorldCom's
MCI division. an partnership with Z-Tel launched 11s Newghberhood Plan 1n
Apnl AT&T has added local UNLP-based service 1n sia states to its original
X0 since March of 2002 and will probabiyv udd another two states this vear. In
eatly 2002, AT&T was offering UNLP-based local service only in New York
and Texas. Since March. it has added Michigan. Georgia. Hlinois. Ohio.
Califorma. and New Jersey. It has indicated that 11 will also enter Pennsylvania
and Massachusctts this vear. W expect 1t to push hard in California. where it
will fight hardest 10 protect s long-distance market. WorldCom's MCI
division introduced its Nerghborhood plan in April und appeared ready to
pursue entry in at least the urban zones throughout most of the country. Entry
by these long-distance carriers (1XCs) has been partly in response to potential
entry by the RBOCs mto the long distance market in a given state and partly in
response 10 lower UNL prices. Given the financial problems at WorldCom and
the changes i AT&T's structure and management as it merges its Broadband

]
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urst with Comeast it1s somewhat difhicult to predier how hard they will pusk
UNEP. We expect some backing off on WorldCom's part. and a harder push
in a small number of states on AT&T's,

AT least 1n theory. the greatest exposure to changes 1n UNE prices is to SBC
AT&T just began deploving UNEP in Califormia, where SBC wili not he abie
1o respond on the long-distance side till around year-end 2002. at best. AT&]
is also 1in Mhichigan. llhmois. and Ohlio. where 1t 1s unlikely that SBC will be
able to respond on the long-distance side 1il] someume in the first half of 2003,
As we indicate below. UNEP discounts are greatest overall in the SBC Region,
BellSouth 15 seeing UNLEP-based entry primarily in Georgia and Fonda. but
AT&T has not vet entered Flonda. Flonda is the only s1ate m which we do not
expect BellSouth to have a 271 till Jate first quarter 2003. Qwest’s rates have
recentiy dropped in a number of states. so that the Regional average UNEP rate
has dropped from $28.21 to S23.977 However. we do not believe that entrv
into Qwest’s territory 15 a high priority for the IXCs at anv prnice.  Venzon's
rate at $20.23 is the second lowest on a Regional basis, but that rate is
relatively stabie vs. Mayv of 2002, It is also worth noting that Verizon has not
lost much market share since rates in New York were lowered in January.
AT&T has indicated that it will enter Pennsvivania and Massachusetts this
vear. but neither the uming nor the level of effort in those states is clear to us.
The Supreme Court has atfirmed the FCC's night to designate TELRIC (Total
Elemem Long Run Incremental Costi as the methodology by which UNE
prices are set. More broadly. in 1ts May 2002 Verizon Communications v.
FCC decision. the Supreme Court appeared to affirm the FCC's right to
designate anyv method other than raie-of-return, which is specifically preciuded
by the Telecom Act. for the purpose of setung L'NE prices.

The long-term survinal of UNLP is. nevertheless. in question. In ns May 2002
Venizon decision. the Supreme Count reaffirmed the “necessary and impair™
standard. which 1t had alreads highhghted in s January 1999 Jowa Lailities
Board v FCC deciston. On May 24th.inits USTA v FCC decision. the D.C
Circunt of Appeals remanded to the FCC the 1999 UNE order in which the
FCC anempted to refine the hist of required UNLs in accordance with the
Supreme Court’'s "necessars and imparr” standard.  The D.C. Circuit alse
vacated the FOC s lime-sharing order. The #(C has appeaied back to the full
D,C,‘('HCUH some aspects ot the count’s deciston,

All of these judicial decisions will have an impact on the tmennal review
which was mitated by the FCC in December of 2001 to decide which UNLs

sll meet the “necessary and impair” test. The triennial review was expected
to conclude this vear. [f the D.C. Circunt does accept the FCC's appeal. we
helieve 1t1s unlikely that the FCC will issue an order in the triennial review 1ilt
after the court rules. most likely some time next spring. Aside from delaying
the conclusion. the various court decisions are likely 10 drive the FCC 1oward a
more granular analysis than it had done in the past. That was the bent of the
cwrent FCC anvway. but the D.C. decision reinforces it.  For example, we
would not be surprised to sce swiiching removed as an clement in some

o
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markets farrly quickly and in others over some longer ganstion period. Other
elements aiso might be removed over time in som‘e geographic and customer
markets. 1f the FCC decides to take granularity down to the wire-center level.
it may leave actual implementation in the hands of the states. but with fairly
ught rules to guide that implememation. In the context of UNEP. what 1s
significant about the removal of an individua! element is that it makes 1t
necessary for the CLEC to do some work to reassembic the line when it inserts
its own equipmenl. That will make it more difficult 10 move large numbers of
customers rapidly. Thus. the uming and outcome of the triennial review is
very imporiant both to the CLECs/IXCs who use L'NEP and to the RBOCs
who are wholesaling lines to those CLECs IXCs at deep discounts.

The actual financial impact of UNEP on either the RBOCs or their competitors
15. of course. what investors care about. Unfortunatelv. it is difficull to
quantify because it depends so much-on the companies’ strategies. The more
CLECs are abte to cream-skim in a given market, the better their own margins
and the greater the damage to the RBOC. The CLECs' ability to cream-skim.,
in wrn. depends not only on the CLECS” own strategies. but on the RBOCs’
win-back eftorts. which often include the introduction of new pricing plans and
the RBOCs’ ability 1o offer all-distance plans. Thus. damage to the RBOCs’
financials comes not only from the conversion of retail revenues 10 wholesale
revenues, but from a broader repricing n response to competition. The offset
from long distance appears to be fairlvy minor. at this point. Although
ulimately all-distance customers may be “stickier” than those who use only
one service. initially beth sides are likely to spend more on marketing to fight

churn than thev did before.

Our Mayv 1. 2002 repont included one effort at such an analvsis. [t found that
UNEP creates a discount of about 19% to 42%0 below retail residential revenue.
Using the same relail rates. those discounts would now range from 24% to
50%.  Another wayv to ook at the 1ssue is 10 use the FCC's rate reference
book. which relies. in twum. on TNS bhill-harvesung dawa. According to this
data. average residential spending per househoid on local service is $426 per
vear and on long-distance $176 per vear. Assuming 1.2 lines per household.

‘that would equate to about §30 per line 1n local revenue plus about §4 per line

in access charges for a total revenue per line of about $33-$34. Thar figure
falls within the range of $30-S34 for retail consumer revenue that we had
estmpied in May. although both calculations present potential problems. For
the TNS data. specifically. it 1s not clear whether taxes and Universal Service
Fund contmributions which an RBOC would simply pass through 1o the
government are included in the revenue. With that caveat, we are using §33.50
as a nawonal average residential rate. That leads (0 UNLP discounts on 2
Region-wide basis of 27% in BellSouth, 282 in Qwest. 48% in SBC. and 40%
in Verizon. The TNS numbers also indicate that the RBOC would need to gain
more than three long-distance customers to make up for the revenues from any
local customer it loses ($474 of local plus access revenue vs. $128 of long-
distance revenue net of access). And—given the different margin structures of
the industries—it needs more than that 10 make up for the lost cash flow, Of
course. to the extent that an IXC can capture small business customers whose

¢
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retail spending is higher than that of consumers. the damage i the RBOW 1>
greater. For some ume. at jeast. while the mdustny resiructures nsell Inte an
«all distance” market. the UNEP vs. 271 game is likely to be “neganve-sum.”
with both the RBOCs™ and IXCs’ profits hunt by lower revenue and higher

marketng costs
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Changes 1n methadology and corrections of errors

We changed our MOL (munutes of use) assumpuon froms 1200 o M1 o
account tor toll minutes. based on tootnote 232 of the FOCC's Pennsyvhvania

order.

For the columns that calculate full UNEP based on DEM (dal-equipment
minutes). there is no change. Thus, for comparison, we are showing fufl UNEP

based on DLM for both May and August in our tables

We corrected an error in the formula that calculated amoertized non-recurting
charges tor Venizon’s MA. NH. NY. DE. PA. For NV, KS.MO. OK and TAL
we now have some pon-recurning charges that we did not have in our last
iteranon. For Marvland. we are no longer using the compliance rates that we
used 10 Mav. Swaztewide loop rate averages charged in several BellSowh
Orwest and Verizon states. though the actual rates did not. based on new
estimates of the distributions of lines per zone: KY, LA. MS.SC. NM. ME_RI,
PA.

Once we ussermnble our data. we ask ail the relevant state commussions. RBOCs
and the two major IXCs o comment on 1ts accuracy. We received specific
teedback on the accuracy ot our tables from all the RBOCs and many states.

UNE prices continue to mend down.

For all RBOCs the full UNEP average (assuming DA dropped by 1% from

that which we reported i Nay.

On a nattonal bases, tull UNEF aversge (assuming DEMND new stands a1 $20.28

ve the S22 38 average we reported 1n Mas,

The range 15 a high of S24.38 jor BeliSouth and a low of 517,30 for $BC,

~ .
within the range we predicted m our May report,

SBC experenced o roughiv 209 decime (wath an even sharper decline in
Calfermiay and (Ohaest experienced a roughly 13 dechne o full UNEP

(DENM Y average sinee our May repon.

The RBOC-wide total switching and transport average dropped 21%. from the
$8 34 we reported in May to $6.39 10 August.

Several states” full UNEP (DM price appear 1o increase or actually increased
trom that which we reponted 1n Mayv.  In some cases. as noted above, we
changed the non-recurring formula. In some cases we chanoed the distribution

¢
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of loops among zones, thus changing the ay erage. Inz fow cases, TR T
rose. In AL. FL.LA. MS and SC. there 1s now a cross-connect vharge hat 18
part of the non-recurnng charges that we amortize. In Oregon. the port raw
increased shightly.

- Anna Mana Kovacs, Ph.D..CFA
— Knisun L. Bums, PRI
Gregony S. Viale
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Conr o S The R

Company Name Svmbal Price
BellSouth BLS S5 44
SBC SBC $27x0
Qwes: Q §2.82
Verizon VZ 3118
AT&T T S11.79
WorldCom's M WCOLQ S¢12
Z-Tel ZTEL S144
Comcast CMCSK | 82299
Dow Jones Indusinial DIJIA B.8ETST
S&P 300 Stock Index SPX 041.06
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SBC Communications, Inc. (SBC)
Meeting with SBC CFO highlights key
initiatives; no estimate or ratings change.

Stock data Ptice performance M ML
52-week range T Ussa7.34-23 30 Absolute 5%  ~19%  -35%
vield o 38% Relto 58P 500 4 N A
Capitalization - Forecasts/valuation 20028 2003f
Market cap U593 5bn EPSt US$230  USS230
Latest net debt/(cash) - C3LOPEEPS” - -
Freefloat S - Gscorepfe - -
Shares outstanding 3325mn * May differ from US GAAP

SBC considers fixing the UNE-P mess, as a prime corporate objective, Delayed LD entry in
key locations, combined with the lowest UNE-P rates in the country, have uniquely
exposed SBC to profit-eroding share loss. Despite this, SBC's CFO Randall Stephenson still
sees stable cash flows through aggressive cost cutting, combined with the ability to
maintain trends in share repurchases and dividend hikes, Consolidation in wireless is
another key objective of SBC. Acknowledging the proliferation of conversations among
wireless carriers, Stephenson indicated all talks are still preliminary. in the meantime
Cingular is raising prices, sacrificing sub growth, and looking to improve profits.

Full details

WHAT TO DO WITH THE STOCK? We continue our cautious view of ielecom. although
recent stock price declines make us somewhat less cautious.

Within the group the Bells and rural teicos should provide the best returns. And. within
the Bells. we continue 1o view Verizon as the best choice right now. As management
indicates. share loss to UNE- P is going to be quite damaging 10 SBC. And we believe it
wili suffer the greatest consequences of this phenomenon among the three Bells. Thus. the
valuation premium that SBC trades at relative to Verizon on P/E EVVEBITDA. and
gividend vield is probably not sustainabie over the next six months We continue to use our
current EPS estimares of $2.30 for this vear and next,

UNE-P A BIG PROBLEN WITHOLUT LD, SBC has been the most vocal eritic of
UNE-P. and is working hard 10 raise prices and diminish the negative effect. In the
absence of pervasive long distance approval UNF— P has been and will continue 10 be very
damaging 10 SBC. With LD approval in the Ameniech region nat likelv until the middle or
second half of '03. and California not likely unul vearend U2 SBC stands quite exposed at
the moment. Hgwever we should not extrapolate the SBC experience uniformlv to the
other RBOCs o others face the unique combination of low priced UNE- P high
residential rates {in the Ameritech regioni. big concenrrated industrial states. and no LD
capability. Thus. we don t see \'erizon in particular. and BellSouth to a lesser degree has
having the same degree of exposure  So ves. if an ILEC loses a customer to UNE-Pit's a
big hit to the bottom line — but it has to lose the customes for the hit 10 be 1aken.

And in our view \'Z and BLS are likely (o be able 10 offset this materiallv better than SBC
over the next year. It shouid be noted that SBC has been enjoving these same benefits share
retention in its states where it has long distance approval. SBC intends 10 file cost studies
in key jurisdictions. using the regulatory path as one attempi at raising rates.

]in addition. it continues 1o trv to use bundling as aggressively as possible to offset share
0SS,

WIRELESS CONSOLIDATION A KEY OBJECTIVE. Newspaper reports have

:g: JEA;;C;?:::'; :’C:F?R:'-ATIDN ABOUT COLDMAN SACHS' RATING SYSTEM AMD OTHER DISCLOSURES, REFER TO
e Or THIe ATERIAL, GO TO http://www.gs.com/research/hedge.html, OR CONTACT YOUR INVESTMENT
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exaggerated the speed of wirelesy consolidation and the progress that has been made 1o date
However. the desirabilitv of getiing a deal done 1s obtious, and the company acknow iedged acthve
conversations. Mr. Stephenson noted that of the two options for deals AWFE presents less dilunon
but greater regulatory and iniegration hurdles. Voicestream presents higher dilution put far easier
regulatory approval and integranon Furthermore. similar t¢ press accounts he indicated a dea
for V01cestream mav be impractical without taking in DT as an equity participant li ¢ no ali- cash
deal } And. Jmporramf} SBC is open 1o that possibility

WIRELESS PRICE HIKES DESPITE SLOWER SUB GROWTH The healing clieci> af wireless
mergers are not neariv upon us vet In the meantime Cmgular is taking steps 1o heal thvself, The
price hikes are geared 10 boos! profuability. even as it sacrifices sub growth  The particula:
increase in national plan rates announced this week are geared to both reduce off— nenwork
roaming costs and slow down the consumption of TDMA network capacity SBU and BLS are fully
expecting their joint venture to experience low 10 no sub growth as a resulr of rhese actions as well
as the customer churn that will be stimulated by the WorldCom reseller shift

CAPEX TO REVENUE SHOULD BE NO HIGHER THAN 153% AND WILL BE LOWER
ABSENT GROWTH. There is a broad effort to cut capex in both wireline and wireless operations.
In wireline. Stephenson mdicated that current thinking is that capex o sales should be no higher
than 15%. and that in the current environmens it should be no higher than 13% . and vet it is
Thus. further capex cuts should ceour. In our view . if demand recovery continues (¢ falter it
would not be surprising to see capex 10 sales fall below the 13% rate. as it has in other countries.
On the wireless side. capex cuts are also anticipared. In our view. siower capex spending in
wireless is furthet supponer‘ by the prospects of indusiry consolidation

COST REDUCTIONS KEY TC“ MAINTAINING EARNINGS AND BOOSTING MARGINS, SBC
sees the margin differential benveen it and V2 and BLS as ind:icating an opportunitny for further
cost cutting. Pointing to opportuniues in consolidating call centers. raising efficiencies in network
operations and generally trimming uverhead costs. Stephensen is focused and confident in using
these steps 1 help improve margins in the {ace of share 1oss.

CALIFORNIA DSL EXPERIENCE GIVES CONFIDENCE IN LONG TERM PCTENTIAL. In
California. SBC is enjoving the benefits of scale DSL aperations having achieved about 10%
penetration so far. As a result. operations are already FBITDA positive and on the trajectory to
reach SBC s targered hurdle rate

The steps that got California to scale include an eftective seli- installanon ptogram. jow help
desk costs: effective churn eoniro! idown wowards 7— 3+ and offecine marketing apainst the
cable operators. SBC believes that mass marker deplovment of DS will occur and that tiered
offerings are one step in gerting there  This will allons Tower monthly prices for [ower speeds. but
should be able to maintain an average monthlyv price of approximartety 40 This is a little higher
than our Jong term estimate but direcnonallyv o models Jook ar the marker in the same wav
[Due 1o the absence of long distance approval in Canforna and the Amenitech states SBC will
continue 1o trv 10 bundle DSL as away of offsciung share joss indicatng thar chuin falis 75% for
those customers (aking DS]JW terp o therr lical service
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BLS: USS 25.99, SBC.USS 28.11, VI: US55 32.35
The Goldman Sachs Group, inc and/or its affiliates make 2 market or are the specialistin the foltowing companies’ securities: BellSouth Corp., and Verizon Communicatians. As
such, the market maker or specialist may have an inventory position, either “iong” or "shart.” in the relevant secutity and may be on the oppesite side of orders executed on the

relevant exchange. .
The Goldman Sachs Group, Inc. and/ot its afiliates have received during the past 12 months compensation for investment banking services from the following companies, their

parents, or their wholly owned o1 majority-owned subsidiaries. BellSouth Corp., SBC Communicatrons, Inc., and Venzon Communicatior,
The Goldman Sachs Group, Inc. and/or its affiliates expect to receive of intend to seek compensation for investment banking services tn the next 3 months from these companies,

theit parents, or wholly owned or majority-owned subsidianes: BellSouth Corp.. SBC Communications, inc., and Verizon Cemmunications
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